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December 1, 2010

VIA FEDERAL EXPRESS

Federal Communications Commission
Office of the Secretary

9300 East Hampton Drive

Capitol Heights, MD 20743

RE: In the Matter of Request for Review by Fulton Telephone Company,
Inc. of Decision of Universal Service Administrative Company
CC Docket No. 96-45

Dear Sir or Madam:

| represent Fulton Telephone Company, Inc. (“Fulton”) of Fulton,
Mississippi. Pursuant to 47 C.F.R. § 54.716, please consider this letter
Fulton's formal appeal and request for review of action taken by the High
Cost and Low Income Division of the Universal Service Administrative
Company ("USAC"). Specifically, Fulton seeks review of one finding of a
follow-up audit of Fulton for Study Area Code 280455 conducted on behalf
of the USAC Internal Audit Division and the Federal Communications
Commission Office of Inspector General for the period July 1, 2006
through June 30, 2007. This appeal regards finding number two in the
audit entitled “HC-2009-FLO70-FO02: Improper Methodology used in
Affiliate Pricing of B&C Services.”

The follow-up audit, performed by KPMG LLP (“KPMG” or “the auditors”),

. alleges that improper methodology was used in affiliate pricing of billing

James Leon Young, -

and collection services and carrier access billing systems. The auditors
allege that NexBand Communications, Inc. (“NexBand”), which provides
services to Fulton, is an affiliate of Fulton. KPMG states that an affiliate
must use a fully distributed cost methodology to determine its charges for

NexBand is not an affiliate of Fulton. USAC and its auditors allege that
higher than if a fully distributed cost methodology was used. Additionally,
the audit questioned the reasonableness of the billing service costs
charged by NexBand to Fulton. Please see the attached correspondence
from USAC which includes a copy of the follow-up audit of Fuiton.
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Federal Communications Cornmission
Office of the Secretary

9300 East Hampton Drive

Capitol Heights, MD 20743

RE: In the Matter of Request for Review by Fulton Telephone Company,
Inc. of Decision of Universal Service Administrative Company
CC Docket No. 96-45

Dear Sir or Madam:;

| represent Fulton Telephone Company, Inc. (“Fulton”) of Fulton,
Mississippi. Pursuant to 47 C.F.R. § 54.716, please consider this letter
Fulton's formal appeal and request for review of action taken by the High
Cost and Low Income Division of the Universal Service Administrative
Company (“USAC"). Specifically, Fulton seeks review of one finding of a
follow-up audit of Fulton for Study Area Code 280455 conducted on behalf
of the USAC Internal Audit Division and the Federal Communications
Commission Office of Inspector General for the period July 1, 2006
through June 30, 2007. This appeal regards finding number two in the
audit entitled “HC-2009-FLO70-F02: Improper Methodology used in
Affiliate Pricing of B&C Services."

! The follow-up audit, performed by KPMG LLP (“KPMG” or “the auditors”),

alleges that improper methodology was used in affiliate pricing of billing
and collection services and carrier access billing systems. The auditors
allege that NexBand Communications, Inc. (“NexBand”), which provides
services to Fulton, is an affiliate of Fulton. KPMG states that an affiliate
must use a fully distributed cost methodology to determine its charges for

1906-1996 | billing and collection services and carrier access billing systems. Fulton
¢ did not use a fully distributed cost methodology in 2004 and 2005 because
- NexBand is not an affiliate of Fulton. USAC and its auditors allege that

- this resulted in Universal Service Fund disbursements being $14,137.00

higher than if a fully distributed cost methodology was used. Additionally,
the audit questioned the reasonableness of the billing service costs
charged by NexBand to Fulion. Please see the attached correspondence
from USAC which includes a copy of the follow-up audit of Fulton.
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Fulton disputes KPMG's claim that NexBand is an affiliate of Fulton.
Pursuant to 47 C.F.R. § 32.27(c)(2), “when services are purchased from
or transferred from an affiliate to a carrier, the lower of fair market value
and fully distributed cost establishes a ceiling, above which the transaction
cannot be recorded. . . .” Fulton does not dispute that services purchased
from an affiliate must be recorded at fully distributed cost, rather Fulton
contends that NexBand does not meet the plain meaning of the definition
of an “affiliate” as defined in 47 U.S.C. 153(2) and 47 C.F.R. § 153 (1)
which state that “[tlhe term “affiliate” means a person that (directly or
indirectly) owns or controls, is owned or controlled by, or is under common
ownership or control with, another person.” “For purposes of this
paragraph, the term “own” means to own an equity interest (or the
equivalent thereof) of more than 10 percent.” 47 U.S.C. 153(2); 47 C.F.R.
§ 163 (1). NexBand is not an affiliate of Fulton because the owners of
NexBand do not in any way own or control Fulton. Also, the audit cites 47
C.F.R. § 32.27(c)(3), which states that “[a]ll services received by a carrier
from its affiliates(s) that exist solely to provide to members of the carrier's
corporate family shall be recorded at fully distributed costs.” Fulton
contends that NexBand does not meet the definition of an affiliate, so
§32.27(c)(3) does not apply. However, even if NexBand was considered
an affiliate, it provided services to a company other than those in Fulton's
corporate family, so this particular provision requiring the use of fully
distributed costs also does not apply.

Fulton is fully owned by Fail, Inc., which is a wholly owned subsidiary of
Fail Telecommunication Corporation. Fail Telecommunication Corporation
is owned by Charles Fail and Dorothea Fail. NexBand is owned by Donna
Alexander and Cy Fail, the son and daughter of Charles and Dorothea
Fail. The auditors argue in their report that NexBand'’s services to Fulton
should be evaluated under affiliate transaction rules “due to the close
business and familial relationships between the owners of Fail, Inc. and
NexBand. More specifically, the owner of NexBand is an employee of
[Fail Inc] and is also the daughter of the owner of Fail
Telecommunications, Inc. [sic].”

While it is true that the owners of NexBand are related to the owners of
Fail, Inc. and work for Fail, Inc., such a relationship does not meet the
plain meaning of the definition of an affiliate because the owners of
NexBand do not in any way directly or indirectly own or control Fail, Inc.,
Fulton, or Fail Telecommunication Corporation. Charles and Dorothea
Fail have complete, ultimate, and exclusive control of Fail, Inc. and Fulton.
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Donna Alexander and Cy Fail are merely employees of Fail, Inc., and
have no voice or control over its management activities either directly or
indirectly. Donna Alexander and Cy Fail clearly do not meet the definition
of “own” or “control.” The only way to own or control a company is by
owning shares of stock in that company. Neither Donna nor Cy owns any
shares of stock in Fail, Inc., Fulton, or Fail Telecommunication
Corporation, so they clearly do not fall within the definition of “own” in the
statute, which requires owning an equity interest of more than ten percent.

NexBand fails to meet the definition of “affiliate” because NexBand is
owned by Donna Alexander and Cy Fail whereas Fulton, Fail
Telecommunication Corporation and Fail, Inc. are owned by Charles and
Dorothea Fail. Further, NexBand did not exist “solely to provide services
to members of the carrier's corporate family” as alleged by the audit.
During the period of this audit, NexBand also provided services to a
telephone company that was wholly unrelated to Fulton and its corporate
family. Therefore, 47 C.F.R. §32.27(c)(3), which would require Fulton to
use a fully distributed cost methodology, does not apply.

NexBand may not be considered an affiliate simply because Donna
Alexander and Cy Fail are employed by and related to the owners of Fail,
Inc. KPMG's allegations of “close business and familial relationships”
between the owners of Fail, Inc. and NexBand in no way cause NexBand
to meet the plain meaning of the definition of “affiliate.” The auditors are
not allowed to use their own interpretation of affiliate; rather, they must
follow the clearly stated terms set out in the definition in the statute. When
interpreting the meaning of statutes, the United States Supreme Court has
held that one must “begin with the familiar canon of statutory construction
that the starting point for interpreting a statute is the language of the
statute itself. Absent a clearly expressed legislative intention to the
contrary, that language must ordinarily be regarded as conclusive.”
Consumer Prod. Safety Comm'n v. GTE Sylvania, 447 U.S. 102, 109
(1980). Based on the plain meaning of the definition of affiliate Fulton
and NexBand are not “affiliates.” Accordingly, USAC is not entitled to
recover $14,137.00 that they allege Fulton owes.

Additionally, even if a fully distributed cost methodology did apply to the
billing and collection charges from NexBand to Fulton, the costs paid by
Fulton were reasonably in range with billing and collection costs of other
similarly situated companies. Fulton obtained a comprehensive analysis
of the cost of end user customer billing per access line and carrier access
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billing per access line from John Staurulakis, Inc. (“JSI”), a nationally
renowned telecommunications consulting company. The data from JSI
showed clearly that Fulton’s payments of $3.00 per access line for
NexBand's end user customer billing and $2.55 per access line for
NexBand's carrier access billing systems were in the same range as
prices paid by similarly situated telephone companies which were included
in JSI's analysis. Please see attached for a copy of the analysis by JSI.

The audit alleges that Fulton should pay $1.50 for customer billing and
$1.28 per for carrier access biling based on what the auditors call a
“comparable contract” that they use as an example. These amounts are
drastically less than the amounts supported by JSI's analysis. As shown
by JSI's analysis, the average amount paid for per access line customer
billing by similarly situated companies was $3.29, and the average amount
paid per access line by similarly situated companies for carrier access
biling was $2.05. NexBand's charges of $3.00 and $2.55 were
reasonable and KPMG's suggested billing amounts are not an accurate
estimation of the cost of such services. Additionally, the auditors were not
aware of the billing features provided by NexBand. Such knowledge is
necessary to obtain an accurate price for billing services. Also, the
auditor's single contract was based on information from one particular
company, whereas JSI's study was based on multiple similarly situated
companies. The billing and collection costs paid by Fulton were
reasonable based on amounts paid by similarly situated companies and
based on the billing features received.

NexBand is not an affiliate of Fulton according to the plain meaning of
“affiliate” as defined in the United States Code and the Code of Federal
Regulations, and therefore Fulton is not required to use a fully distributed
cost methodology and is not required to repay USAC. Further, NexBand
provided service to a company wholly unrelated to Fulton or its corporate
family, so C.F.R. §32.27(c)(3) does not apply even if NexBand met the
definition of an affiliate. Additionally, the costs charged by NexBand to
Fulton are reasonable and supported by JSI's study of biling and
collection costs paid by similarly situated companies. The costs argued by
KPMG are not a realistic estimate of the costs charged to Fulton, nor was
the sole “comparable contract” used by KPMG accurate due to KPMG's
lack of knowledge of the billing features provided by NexBand.
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I' look forward to your response to this matter. You may contact me at the
address  contained herein  or at my email address,
wellis@youngwilliams.com. Should you have any questions, please do
not hesitate to contact me.

Sincerely yours,

Sean Wesley Ellis

SWE:jsm

Enclosures

C: Universal Service Administrative Company, High Cost and Low

Income Division, with enclosures
Fulton Telephone Company, Inc., with enclosures
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USAC

Universal Service Admunistrative Campany

High Cost and Low Income Division

Certified Mail. Return Receipt Requested

September 28. 2010

RE:  Results of the Follow-Up Audit to the 2007-2008 Federal Communications
Commission (FCC) Office of the Inspector General (OIG) Audit

Dear Beneficiary:

Enclosed are the finalized report from, and the USAC High Cost Management Response
to, the follow-up audit to your FCC OIG audit. Included in the High Cost Management
Response may be directives required for the closure of audit findings and/or comments,
Please complete any such follow-up measures and provide documentation of corrective
actions to USAC High Cost within 60 days of receipt of this letter, if applicable.

As is the case with any administrative decision made by USAC, you have the right to
appeal findings and/or comments within the audit and High Cost Management Response,
You may appeal to USAC or the FCC, and the appeal must be filed within 60 days of
receipt of this letter. Additional information about the appeals process may be found at
http://www.usac.org/he/about/filing-appeals.aspx.

If you have any questions, please contact the High Cost Program at 202-776-0200 or
hecauditst@usac.org. Please direct all High Cost audit correspondence to either the e-mail
address above or:

USAC

Attn: HC Audits

2000 L Street, NW
Suite 200

Washington, DC 20036

Sincerely,

High Cost Program Management

Enclosure: Final Audit Report

2000 L Street, NW.  Suite 200 Washington, DC 200368  Voice 202.776.0200 Fax 202.776.0080  www.usac.org



Fulton Telephone Company
Follow-up Audit Number: HC-2009-FL070
(SAC Number: 280455)

Performance audit for the Universal Service Fund

disbursements made during the twelve-month period
ended June 30, 2007 |

Prepared for: Universal Service Administrative Company

As of Date: July 27, 2010

KPMG LLP
1601 Market Street
Philadelphia, PA 19103
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1'! \!! !ﬂ!! E KPMG LLP

1601 Market Street
Philadelphia. PA 19103-2499

EXECUTIVE SUMMARY
July 27,2010

Mr. Wayne Scott. Vice President — Internal Audit Division
Universal Service Administrative Company

2000 L Street, N.W., Suite 200

Washington, DC 20036

Dear Mr, Scolt:

This report presents the results of our work conducied to address the performance audit objectives
relative 1o the Fulton Telephone Company. Study Area Code ("SAC™) No.280435, ("FTC™ or
“Beneficiary™) for disbursements of $887,664, made from the Universal Service Fund {"USF™) during
the twelve-month period ended June 30, 2007, Our work was performed during the period from
April 21,2010, 10 July 27, 2010, and our results are as of July 27. 2010.

We conducted this performance audit in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to obtain sufficient, appropriate
evidence 1o provide a reasonable basis for our findings and conclusions based on our audit objectives.
We believe that the evidence obtained provides a reasonable basis for our findings and conclusions
based on our audit objectives.

The objective of this performance audit was to evaluate the Beneficiary’s compliance with the
applicable requirements of 47 C.F.R. Part 54. Subparts C. D. and K. Part 36, Subpart F. and Part 32,
Subpart B. of the Federal Communications Commission’s (“FCC™) Rules as well as FCC Orders
governing Universal Service Support for the High Cost Program ("HCP™) relative to disbursements of
$887.664, made from the USF during the twelve-month period ended June 30, 2007,

As our report further describes, KPMG identified the following as a result of the work performed:

1. HC-2009-FLO70-F01: Inaccurate Centralized Cost Allocations - Centralized cost allocations
(Management Fees) charged by the Operating Company to the Beneficiary totaling $2.347.940 per
year in 2004 and 2005 were improperly computed: resulting in USF disbursements being $3835.312
higher than they would have been had amounts been reported properly.

2. HC-2009-FLO70-F02: Improper Methodology used in Affiliate Pricing of Billing and
Collection Services -The Beneficiary's affiliate did not use a fully distributed cost methodology to
determine its charges to the Beneficiary for Billing and Collection services in 2004 and 20035:
resulting in USF disbursements being $14.137 higher than they would have been had amouns
been reported properly.

3. HC-2009-FLO70-FO3: Nen-Allocation of Property Taxes - The Beneficiary did not allocate
Property Taxes related to General Support Facilities used in the conduct of non-regulated
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activities in 2004 and 2003; resulting in USF disbursements being $1.254 higher than they would
have been had amounts been reported properly.

4. HC-2009-FL070-F04: Inaccurate Part 64 Cost Study Adjustments - The Beneficiary did not
record the income tax impacts of Part 64 Cost Study expense adjustments when reporting the

respective regulated expense amounts on the USF Forms: resulting in USF disbursements being
$3.092 lower than they would have been had amounts been reported properly.

o

HC-2009-FLO70-F05: Inaccurate Income Tax Expenses - The Beneficiary's Federal and State
Income Tax expense was overstated in 2004 by $8.568 and understated in 2005 by $2,195;
resulting in USF disbursements being $1.056 higher than they would have been had amounts been
reported properly.

Based on the above results, we estimate that disbursements made to the Beneficiary from the USF for
the HCP for the twelve-month period ended June 30, 2007 were $399.115 higher' than they would
have been had amounts been reported properly.

In addition. we also noted other matters that we have reported to the management of the Beneficiary in
a separate letter dated July 27. 2010.

This performance audit did not constitute an audit of financial statements in accordance with
Government Auditing Standards. KPMG was not engaged to, and did not render an opinion on the
Beneficiary’s internal controls over financial reporting or over financial management systems (for
purposes of OMB’s Circular No. A-127, Financial Management Systems. July 23, 1993, as revised).
KPMG cautions that projecting the results of our evaluation to future periods is subject to the risks that
controls may hecome inadequate because of changes in conditions or because compliance with controls
may deteriorate.

Sincerely,

KPMe LLP

' The combined estimated monetary impacts of the findings may not equal the sum of individual findings to the
extent that individual findings indirectly impact other findings, For example, certain findings may impact the
categorization of certain asset types and/or modify apportionment factors that apply to other individual findings
when considered in combination. The individual impact amounts discussed above consider only the direct impact
of the noted finding,
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Acronym
AFUDC
B&C
CABS

C&WF
CLEC

COE
CPE
CPRs
DSL
FCC
Form 509

FTC
G/L
GSF
HCL
HCL Form
HCP
HCM
IAS
ICLS
ILEC
LEC
LSS
LSS Form
MSPC
NECA
PBO
SAC
SLC
SNA
SVS
TPIS
TPUC
USAC

List of Acronyms

Definition

Allowance for Funds Used During Construction
Billing and Collection

Carrier Access Billing System

Cable and Wire Facilities
Competitive Local Exchange Carrier

Central Office Equipment

Customer Premise Equipment
Continuing Property Records

Digital Subscriber Line

Federal Communications Commission

Interstate Common Line Support Mechanism Annual Common Line Actual Cost Data Collection

Form

Fulton Telephone Company
General Ledger

General Support Facilities
High Cost Loop

National Exchange Carrier Association Universal Service Fund Data Collection Form

High Cost Program

High Cost Model

Interstate Access Support
Interstate Common Line Support
Incumbent Local Exchange Carrier
Local Exchange Carrier

Local Switching Support

Local Switching Support Data Collection Form - True-up

Mississippi Public Service Commission
National Exchange Carrier Association
Payroll, Benefits and Overhead

Study Area Code

Subscriber Line Charge

Safety Net Additive

Safety Valve Support

Telecommunications Plant In Service
Telecommunications Plant Under Construction
Universal Service Administrative Company

Page 5 of 18




USF

Universal Service Fund

BACKGROUND

Program Overview

USAC is an independent not-for—profit corporation that operates under the direction of the FCC pursuant
to 47 C.F.R. Part 54. The purpose of USAC is to administer the USF through four support mechanisms:
High Cost; Low Income; Rural Health Care; and Schools and Libraries. These four support mechanisms
ensure that all people regardless of location or income level have affordable access 10 telecommunications
and information services. USAC is the ncutral administrator of the USF and may not make policy,
interpret regulations or advocate regarding any matter of universal service policy.

The High Cost Support Mechanism, also known as the HCP, ensures that consumers in all regions of the
nation have access to and pay rates for telecommunications services that are reasonably comparable to
those services provided and rates paid in urban areas, regardless of location or economic strata. Thus, the
HCP provides support for telecommunications companies (Beneficiaries) that offer services to consumers
in less-populated areas. The HCP consists of the following support mechanisms:

1. HCL: HCL support is available for rural companies operating in service areas where the cost to
provide service exceeds 115% of the national average cost per line. HCL support includes the
following two sub-components:

a. SNA: SNA support is available for carriers that make significant investment in rural
infrastructure in years when HCL support is capped and is intended to provide carriers with
additional incentives to invest in their networks.

b. SVS: SVS support is available to rural carriers that acquire high cost exchanges and make
substantial post-transaction investments 1o enhance network infrastructure,

2. HCM: HCM suppon is available to carriers serving wire centers in certain states where the forward-
looking costs to provide service exceed the national benchmark.

3. LSS: LSS is available to rural incumbent carriers serving 50,000 or fewer lines and is designed to
help carriers recoup some of the high fixed switching costs of providing service to fewer customers.

4. ICLS: ICLS is available to rate-of-return incumbent carriers and competitive carriers, and is designed
to help carriers offset interstate access charges and to permit each rate-of-return carrier to recover its
common line revenue requirement, while ensuring that its SLCs remain affordable to its customers.

5. 1AS: 1AS is available to price-cap incumbent carriers and competitive carriers, and is designed to
offset interstate access charges for price cap carriers.

USAC engaged KPMG to conduct a performance audit relating 10 the Beneficiary’s compliance with the
applicable requirements of 47 C.F.R. Part 54, Subparts C, D, and K, Part 36, Subpart F, and Part 32,
Subpart B, of the FCC’s Rules as well as FCC Orders goveming Universal Service Support for the HCP
relative to disbursements of $887,664, made from the USF during the twelve-month period ended June
30, 2007.

Benefici Overview

Fulton Telephone Company, Inc. (SAC No. 280455), the subject of this performance audit, is an ILEC,
Rural, Cost Company with competition in its study area and received LSS, ICLS, SNA and HCL support
for the twelve-month period ended June 30, 2007. The Beneficiary is located in Fulton, Mississippi and
has its corporate offices in Bay Springs, Mississippi. The Beneficiary is subject to regulation by the
MSPC with respect to intrastate services and the FCC with respect to interstate services.
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The Beneficiary is 100% owned by Fail Inc. (the “Operating Company™), a wholly owned subsidiary of
the Fail Telecommunications Inc. (the “Parent™). The Parent is controlled by the Fail family. The
Beneficiary's Affiliates, also owned by the Parent, include Chickamauga Telephone Corporation, Mound
Bayou Telephone Corporation, both ILECs and GulfPines Communications, a CLEC.

In addition to these affiliates, the Beneficiary is also related to NexBand, a provider of non-regulated
services to the Beneficiary’s customers. NexBand also provides B&C services to the Beneficiary and its
affiliates and is owned by a member of the Fail family. Accordingly, transactions between the
Beneficiary and its affiliates were reviewed as part of this performance audit.

The following table illustrates the High Cost support disbursed by USAC to the Beneficiary for each
quarter during the twelve-month period ended June 30, 2007 by fund type:

Quarter Ended DisblTr‘;?l:leu . HCL LSS ICLS  SNA
September 30, 2006 $176.517 $123.972 S111.600 $(59.055) § -
December 31, 2006 176.865 124320 111,600  (59,055) ;
March 31, 2007 267.000  78.036 76,569 92,880 19,515
June 30, 2007 267282 128886 15657 92,880 29,859

Total $887,664 $455,214 $315,426 $67,650 $49,374
Source: USAC :

Performance Audit Approach

The High Cost support received by the Beneficiary during the twelve-month period ended June 30, 2007,
was based on the following annual financial and operational data submitted by the Beneficiary to NECA
and USAC:

e 2005-1 and 2006-2 HCL Forms, based on calendar year 2004 and 2005 data, respectively, as well as
subsequent updated dash filings submitted via the 2005-2 and 2006-3 HCL Forms based on data for
the twelve-month periods ended March 31, 2006 and June 30, 2007, respectively.

e 2005 LSS Form, based on calendar year 2005 data.

2004 FCC Form 509, based on calendar year 2004 data.
Written notice of eligibility for SNA based on calendar years 2001 and 2002,

These Forms capture the totals of certain pre-designated G/L Accounts including all asset accounts that
make up TPIS as well as certain deferred liabilities and operating expenses, subject to the allocation
between regulated and non-regulated activities (Part 64 Cost Allocations), the separation between
interstate and intrastate operations (Part 36 Cost Separations) and the separation between access and non-
access elements (Part 69 Cost Separations). In addition, the Beneficiary is required to submit certain
annual investment data, including the categorization of COE and C& WF on the USF Forms.

Prior to this performance audit, USAC had engaged KPMG to perform a compliance attestation
examination of the Beneficiary's compliance with the applicable requirements of 47 C.F.R. Part 54,
Subparts C, D, and K, Part 36, Subpart F, and Part 32, Subpart B, of the FCC’s Rules as well as FCC
Orders govemning Universal Service Support for the HCP relative to disbursements of $887,664, made
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from the USF during the twelve-month period ended June 30, 2007. KPMG noted during the planning
phase of the compliance attestation engagement that the Beneficiary lacked supporting documentation for
the following:

Asset balances reported on USF Forms
Affiliate Transactions between the Beneficiary and its non-regulated affiliates

In connection with the compliance attestation engagement, KPMG had inspected the Assets and Affiliate
Transactions and noted that support for a significant portion of the information subject to examination
was not available. Based on this circumstance, KPMG was unable to perform test procedures related to
various assets and expenses, involving affiliate transactions, reported on the USF Forms and withdrew
from the engagement, as it was unable to ascertain management’s compliance with the applicable
requirements of 47 C.F.R. Part 54, Subparts C, D, and K, Part 36, Subpart F, and Part 32, Subpart B, of
the FCC’s Rules as well as FCC Orders governing USF for the HCP with respect to disbursements made
from the USF for the twelve-month period ended June 30, 2007,

For this performance audit, KPMG conducted test procedures relative to assets and affiliate transactions
as noted below:

CPRs / Assets

The Beneficiary was able to provide CPR data for COE assets but did not maintain CPRs for GSF and
C&WF assets. As underlying documentation supporting assets (CPRs) was not available for GSF and
C&WF assets, KPMG performed alternative procedures based on G/L details of these asset accounts
between 1999 and 2005, along with COE balances reflected on December 21, 2005 CPRs, to assess the
reasonableness and accuracy of the assets recorded as of December 31, 2005,

KPMG utilized the asset account history (1999 — 2005) to make a sample selection. The asset account
history covered 50% (GSF — 34%, COE - 100% and C&WF - 14%) of Gross Asset balances, KPMG
selected a statistical sample of GSF, COE and C&WF assets in service during the performance audit
period that were less than 100% depreciated. KPMG's procedures to evaluate the Beneficiary’s asset
balances as of December 31, 2004 and 2005 included an evaluation of the Beneficiary’s methodology to
support the asset account balances and categorizations, physical inspection of Beneficiary assets and
statistical sample testing of the actual/estimated historical costs of the assets in service during the
performance audit period. In order to determine the reasonableness of the asset cost estimates on the
CPRs, the Beneficiary provided third-party invoices where available, work orders, and other supporting
documentation.

Affiliate Transactions

Significant affiliate transactions were identified per review of the audited financial statements and
through inquiry of the Beneficiary. Affiliate transactions included services provided by the Beneficiary to
its affiliates as well as services received from affiliate companies.

KPMG's procedures to evaluate the reasonableness of the affiliate transactions included sample testing of
the affiliate transactions by reviewing the intercompany receivables and payables accounts recorded in the
Beneficiary’s trial balance and testing of support behind recorded transactions.
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OBJECTIVES, SCOPE AND METHODOLOGY

Objectives

The objective of this performance audit was to evaluate the Beneficiary’s compliance with the applicable
requirements of 47 C.F.R. Part 54, Subparts C, D, and K, Part 36, Subpart F, and Part 32, Subpart B, of
the FCC’s Rules as well as FCC Orders governing Universal Service Support for the HCP relative to
disbursements of $887,664, made from the USF during the twelve-month period ended June 30, 2007,

Scope

The scope of this performance audit includes, but is not limited to, reviewing USF Forms or other
correspondence and supporting documentation provided by the Beneficiary, assessing the methodology
used to prepare or support the USF Forms or other correspondence, and evalualing disbursement amounts
made or potentially due based on filings of USF Forms or other correspondence relative to disbursements
made from the USF during the twelve-month period ended June 30, 2007. To the extent required, our
procedures were extended to activities of the Beneficiary’s affiliates and other related-parties to obtain
sufficient information upon which to make our assessment.

KPMG identified the following areas of focus for this performance audit based upon our risk assessment:

I, Materiality Analysis

Assets

COE Categorization

C&WF Categorization

Taxes

Pan 64 Cost Allocations
Related-Parties/Affiliate Transactions

R

Methodology

This performance audit includes procedures related to the high cost support mechanisms for which funds
were received by the Beneficiary during the disbursement period July 1, 2006 through June 30, 2007.
The procedures conducted during this performance audit include an analysis of the following:

1. Prior period engagements (e.g., audits, studies, etc.) that are significant within the context of the
current audit objectives related to assessing risk, determining the nature, timing and extent of current
audit work, and evaluating corrective actions taken to address findings and recommendations,
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2. Material accounts included in the 2005-2 and 2006-3 HCL and 2005 LSS Forms, and the 2004 Form
509 selected for sample testing in the Asset’ test procedures,

Framework and approach established by the Beneficiary to support the CPRs from 2004 and 2005,

4. Asset balances and categorization to evaluate the reasonableness of the asset valuation, underlying
G/L balances of assets and asset-related accounts, and classification and categorization of assets,

5. Methodologies and procedures used to perform the COE and C& WF asset categorizations,
Tax expense and related asset and liability balances in specific tax accounts recorded in the G/L,

7. Part 64 Cost Allocation methodologies including the appropriateness of allocation factors, evaluation
of daia sources and the frequency of the updates to the cost apportionment studies,

8. Affiliate transactions to determine the appropriateness of affiliate transaction pricing and management
fee allocations.

* KPMG used a stratified random sampling methodology to sclect 45 asset samples from the material accounts idemificd in the
2005-2 and 2006-3 HCL. and 2005 LSS Forms, and the 2004 Form 509. For the performance audit purposes. KPMG created four
strata.  Stratum on¢ consisted of 16 assets with acquisition values between $79,026 and $210,374, and was sampled at 100%.
Stratum two consisted of 33 assets with acquisition valucs between $27,115 and $79,025, and 7 samples were selected from this
stratum. Stratum three consisted of 75 asscts with acquisition values between $17,003 and $27,114, and 5§ samples were sclected
from this stratum. Stratum four consisted of 109 assets with acquisition values between $0 and $17.002, and 17 samples were
sclected from this stratum,
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RESULTS

KPMG’s performance audit results include a listing of findings, recommendations and management’s
responses with respect to the Beneficiary’s compliance with FCC requirements, and an estimate of the
monetary impact of such findings relative to 47 C.F.R. Part 54, Subparts C, D, and K, Part 36, Subpart F,
and Part 32, Subpart B, applicable to the disbursements made from the USF during the twelve-month
period ended June 30, 2007. KPMG also noted other matters that we have reported to the management of
the Beneficiary in a separate letter dated July 27, 2010.

Findings, Recommendations and Beneficiary Responses

KPMG's performance audit procedures identified five significant findings. The findings along with the
criteria, cause, effect, recommendation, and the Beneficiary response are as follows:

1. HC-2009-FL070-F01: Inaccurate Centralized Cost Allocations

Condition Centralized cost allocations (Management Fees) charged by the
Operating Company to the Beneficiary totaling $2,347,940 per year in
2004 and 2005 were improperly computed. The Operating Company
utilized a fully distributed cost methodology to arrive at estimated
centralized costs to be allocated to the Beneficiary and its affiliates,
based on the Operating Company’s 2003 financial statements.

- The Operating Company included Bad Debts of $511,398 in
centralized costs which were allocated to the Beneficiary. These
allocations were made in error as the Parent’s bad debts should not
have been included as part of the fully distributed cost allocations to
Fulton.

- The Operating Company included taxes of $665,321 in centralized
costs which were allocated to the Beneficiary; however, the
Beneficiary had already recorded a tax liability in its accounting
records based on its annual operating results,

- The Operating Company utilized a 12% Rate of Retun on the net
assets in determining fully distributed cost methodology instead of
using the FCC’s authorized rate of 11.25%.

- The Operating Company determined Cash Working Capital® based on
total operating expenses required for 30 days instead of 15 days as
prescribed by the FCC.

- The estimated centralized costs were not trued-up for 2004’s and
2005’s actual results.

} Calculation of cash working capital is guided by - 47 C.F.R. Pant 65, Subpart G which prescribes a specific
methodology in calculating working capital based on full lead-lag study. NECA suggests a simplified calculation
where Total Amount for Allowances is multiplied by a factor of 0.041096.
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Criteria

Cause

Effect

According to 47 C.F.R. § 32.27(c)(2), “When services are purchased
from or transferred from an affiliate to a carrier, the lower of fair market
value and fully distributed cost establishes a ceiling, above which the
transaction cannot be recorded. Carriers may record the transaction at an
amount equal to or less than the ceiling, so long as that action complies
with the Communications Act of 1934, as amended, Commission rules
and orders, and is not otherwise anti-competitive.”

In addition, according to 47 C.F.R.§ 32.27(c)(3), “All services received
by a carrier from its affiliate(s) that exist solely to provide to members of
the carrier’s corporate family shall be recorded at fully distributed cost.”

Further, according to 47 C.F.R. § 32.27(e), “Income taxes shall be

allocated among the regulated activities of the carrier, its non-regulated

divisions, and members of an affiliated group. Under circumstances in

which income taxes are determined on a consolidated basis by the carrier

and other members of the affiliated group, the income tax expense to be

recorded by the carrier shall be the same as would result if determined

for the carrier separately for all time periods, except that the tax effect of
carry-back and carry-forward operating losses, investment tax credits, or

other tax credits generated by operations of the carrier shall be recorded
by the carrier during the period in which applied in settlement of the

taxes otherwise attributable to any member, or combination of members,

of the affiliated group.”

The Beneficiary incorrectly included certain Operating Company
expenses in the calculation of centralized costs.  Additionally, the
Beneficiary used an incorrect rate of returmn and an incorrect cash
working capital factor in its calculation of centralized costs. The
Beneficiary did not have adequate processes and controls in place to
review the fully distributed cost components used in calculation of
centralized costs or to utilize the correct rate of return and working
capital factors.

The exceptions identified above have an impact on HCL, LSS and ICLS
disbursements. The monetary impact of this finding relative to
disbursements made from the USF for the HCP for the twelve-month
period ended June 30, 2007 is estimated as follows:

e HCL disbursements calculated in the 2004 and 2005 data submissions
were approximately $201,308 higher than they would have been had
amounts been reported properly.

o LSS disbursements calculated in the 2005 data submission were
approximately $34,543 higher than they would have been had amounts
been reported properly.

o |ICLS disbursements calculated in the 2004 data submission were
approximately $149,461 higher than they would have been had
amounts been reported properly.

Page 12 of 18



Recommendation The Beneficiary should enhance policies and procedures governing the
determination of centralized costs using a fully distributed cost
methodology in accordance with the affiliate transaction rules.

Beneficiary Response Fulton Telephone Company (Fulion) has already taken steps to
implement policies and procedures to assure that its Centralized Costs
are in compliance with 47 C.F.R. §32.27 Affiliate Transaction Rules.

2. HC-2009-FL070-F02: Improper Methodology used in Affiliate Pricing of B&C Services

Condition NexBand did not utilize a fully distributed cost methodology to calculate
B&C charges to the Beneficiary for 2004 and 2005.

The Beneficiary incurred B&C costs of $360,919 and $309,475 for
customer and CABS billing, respectively, in 2004 and $328,555 and
$286,921 for customer and CABS billing, respectively, in 2005.

The Beneficiary provided KPMG with example customer bills which
indicated charges of $3.00 for customer B&C service and $2.55 for
CABS B&C services.

KPMG was unable to obtain supporting documentation from the
Beneficiary for these costs. Accordingly, to assess the reasonableness of
the B&C costs, KPMG obtained a comparable contract for a beneficiary
with a similar B&C arrangement with its affiliate. In this instance the
affiliate charged $1.50 per customer bill under a fully distributed cost
methodology, representing 50% of amount charged by NexBand to the
Beneficiary. ‘

We were unable to identify a similar contract for CABS billing.
Accordingly, we utilized the ratio noted above to create an estimated
fully distributed cost amount for CABS billing. Using the 50% factor,
NexBand CABs billing would be approximately $1.28 per invoice.

Criteria According to 47 C.F.R. § 32.27(c)(2), “When services are purchased
from or transferred from an affiliate to a carrier, the lower of fair market
value and fully distributed cost establishes a ceiling, above which the
transaction cannot be recorded. Carriers may record the transaction at an
amount equal to or less than the ceiling, so long as that action complies
with the Communications Act of 1934, as amended, Commission rules
and orders, and is not otherwise anti-competitive.”

In addition, according to 47 C.F.R.§ 32.27(c)(3), “All services received
by a carrier from its affiliate(s) that exist solely to provide to members of
the carrier’s corporate family shali be recorded at fully distributed cost.”

Cause The Beneficiary’s AfTiliate did not utilize a fully distributed cost
methodology in determining B&C costs charged to and recorded by the
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Effect

Recommendation

Beneficiary Response

KPMG Response:

Beneficiary. In addition, the Beneficiary did not have adequate processes
and controls in place 1o review the fully distributed cost components
used in calculation of B&C charges.

The exception identified above has an impact on LSS and ICLS
disbursements. The monetary impact of this finding relative to
disbursements made from the USF for the HCP for the twelve-month
period ended June 30, 2007 is estimated as follows:

e LSS disbursements calculated in the 2005 data submission were
approximately $5,913 higher than they would have been had amounts
been reported properly.

e ICLS disbursements calculated in the 2004 data submission were
approximately $8,224 higher than they would have been had amounts
been reported properly.

The Beneficiary's affiliate should perform a comprehensive analysis to
determine the fully distributed cost of providing customer and CABS
B&C services to the Beneficiary, in accordance with the affiliate
transaction rules.

Fulton does not agree with KPMG’s assertion that there is an affiliate
arrangement between Fulton and the billing company, NexBand. As
defined by the Communications Act of 1934 Sec. 3. [47 U.S.C. 153(1)],
the term “affiliate™ means a person that (directly or indirectly) owns or
controls, is owned or controlled by, or is under common ownership or
control with, another person. There is neither common ownership nor
control between Fulton and NexBand.

The rates that Fulton is being charged by NexBand are based on
historical data from a prior billing company. Therefore, Fulton does not
agree with KPMG’s finding that NexBand’s billing charges constitute
overcharges.

We believe that NexBand's B&C services to the Beneficiary should be
evaluated under the affiliate transaction rules due to the close business
and familial relationships between the owners of Fail Inc. (Operating
Company) and NexBand. More specifically, the owner of NexBand is an
employee of the Operating Company and is also the daughter of the
owner of Fail Telecommunications, Inc. (Parent Company).

3. HC-2009-FL070-F03: Non-Allocation of Property Taxes

Condition

The Beneficiary did not allocate Property Taxes related to GSF assets
used in the conduct of non-regulated activities in 2004 and 20035 as
required. The Beneficiary allocated 3% of GSF Assets and related,
Accumulated Depreciation, Depreciation Expense and General Support
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Criteria

Cause

Effect

Expenses to non-regulated activities but failed to allocate related Property
Taxes. Property Tax balances in 2004 and 2005 were $81,188 and
$91,712, respectively.

According to 47 C.F.R. § 32.12(b), “The company’s financial records
shall be kept with sufficient particularity to show fully the facts pertaining
to all entries in these accounts. The detail records shall be filed in such
manner as to be readily accessible for examination by representatives of
this Commission.™

According to 47 C.F.R. § 32.14(c), “In the application of detailed
accounting requirements contained in this part, when a regulated activity
involves the common or joint use of assets and resources in the provision
of regulated and non-regulated products and services, companies shall
account for these activities within the accounts prescribed in this system
for telephone company operations. Assets and expenses shall be
subdivided in subsidiary records among amounts solely assignable to non-
regulated activities, amounts solely assignable 10 regulated activities, and
amounts related to assets used and expenses incurred jointly or in
common, which will be allocated between regulated and non-regulated
activities.”

According to 47 C.F.R. § 64.901(a), “Carriers required to separate their
regulated costs from non-regulated costs shall use the attributable cost
method of cost allocation for such purpose.”

According to 47 C.F.R. § 64.902(b)(iii), “When neither direct nor indirect
measures of cost allocation can be found, the cost category shall be
allocated based upon a general allocator computed by using the ratio of all
expenses directly assigned or attributed to regulated and non-regulated
activities.” ‘

The Beneficiary did not have adequate procedures and controls over the
review and approval of Part 64 Cost Allocations of common or joint costs
between regulated and non-regulated activities to ensure that all costs
related to non-regulated activities were properly allocated.

The exception identified above has an impact on HCL, LSS and ICLS
disbursements. The monetary impact of this finding relative to
disbursements made from the USF for the HCP for the twelve-month
period ended June 30, 2007 is estimated as follows:

e HCL disbursements calculated in the 2004 and 2005 data submissions
were approximately $718 higher than the disbursements would have
been had amounts been reported properly.

* LSS disbursements calculated in the 2005 data submission were
approximately 363 higher than the disbursements would have been had
amounts been reported properly.
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4.

Recommendation

Beneficiary’s Response

¢ [CLS disbursements calculated in the 2004 data submission were
approximately $473 higher than the disbursements would have been
had amounts been reported properly.

The Beneficiary should establish, document and implement procedures
to address the preparation, review and approval processes related to the
Part 64 Cost Allocations of common or joint costs. In addition, the
Beneficiary should directly assign costs to regulated and non-regulated
activities 10 the extent possible. In instances where direct assignment is
not possible, the Beneficiary should perform an appropriate study for the
assets and expenses to allocate common or joint costs between regulated
and non-regulated activities.

Fulton will establish procedures for allocating corresponding Property
Tax adjustments related to the Part 64 Cost Allocations of common or
joint costs between regulated and non-regulated activities for compliance
with 47 C.F.R. § 64.901(a) and § 64.902(b)(iii).

HC-2009-FL070-F04: Inaccurate Part 64 Cost Study Adjustments

Condition

Criteria

Cause

Effect

The Beneficiary did not record the income tax impacts of Part 64 Cost
Study expense adjustments when reporting the respective regulated
expense amounts on the USF Forms as required.

According 10 47 C.F.R. § 32.12(a),"The company's financial records
shall be kept in accordance with generally accepted accounting principles
to the extent permitted by this system of accounts.”

According to 47 C.F.R. § 32.12(b), “The company’s financial records
shall be kept with sufficient particularity to show fully the facts
pertaining to all entries in these accounts. The detail records shall be
filed in such manner as to be readily accessible for examination by
representatives of this Commission.”

The Beneficiary did not have appropriate oversight controls in-place to
identify that its part 64 Cost Study expense adjustments were not tax
affected in its HCL and LSS form submissions, as required. .

The exceptions noted above impact the Beneficiary's HCL, and LSS
disbursements. The monetary impact of this finding relative to
disbursements made from the USF for the HCP for the twelve-month
period ended June 30, 2007 is estimated as follows:

* HCL disbursements calculated in the 2004 and 2005 data submissions
were approximately $2,750 lower than the disbursements would have
been had amounts been reported properly.
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S

Recomniendation

Beneficiary’s Response

o LSS disbursements calculated in the 2005 data submission were
approximately $342 lower than the disbursements would have been
had amounts been reported properly.

The Beneficiary should tax-affect Part 64 Cost Study expense
adjustments prior 10 reporting on the USF Forms, using the effective
income tax rate.

Fulton's Cost Consultant, John Staurulakis, Inc. (JS1) has instituted
additional procedures to comply with the need to tax-affect Part 64 Cost
Study expense adjustments, reflective of effective income tax rates, prior
to reporting on the USF Forms.

HC-2009-FLO70-F05: Inaccurate Income Tax Expenses

Condition

Criteria

Cause

Effect

Recommendation

The Beneficiary’s Federal and State Income Tax expense was overstated
in 2004 by $8,568 and understated in 2005 by $2,195 in its accounting
records and USF Forms.

According to 47 C.F.R. § 32.12(a),"The company’s financial records
shall be kept in accordance with generally accepted accounting principles
to the extent permitted by this system of accounts.”

According to 47 C.F.R. § 32.12(b), “The company’s financial records
shall be kept with sufficient particularity to show fully the facts
pertaining to all entries in these accounts. The detail records shall be
filed in such manner as to be readily accessible for examination by
representatives of this Commission.”

The Beneficiary’s accumulated depreciation calculated on final tax forms
differed from source data for asset disposals and transfers. The
accumulated depreciation amounts reflected for asset disposals and
transfers on tax filings were adjusied to reflect accurate transaction
amounts; however, the book balances were not adjusted to reflect the
same.

The exceptions identified above have an impact on HCL disbursements.
The monetary impact of this finding relative to disbursements made from
the USF for the HCP for the twelve-month period ended June 30, 2007 is
estimated as follows:

e HCL disbursements calculated in the 2004 and 2005 data submissions
were approximately $1,056 higher than the disbursements would have
been had amounts been reported properly.

The Beneficiary should enhance processes governing calculation of
income tax amounts to ensure compliance with FCC Rules and Orders.
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Beneficiary Response Fulton Telephone Company, along with their tax accountant, will
implement procedures to ensure that future income tax amounts are
calculated in compliance with FCC Rules and Orders.

Conclusion

KPMG's evaluation of the Beneficiary’s compliance with the applicable requirements of 47 C.F.R. Part
54, Subparts C, D, and K, Part 36, Subpart F, and Part 32, Subpart B, based on revised USF Forms or
other correspondence identified Part 64 Cost Study allocations, property and income taxes, and affiliate
transaction findings relative to the disbursements made from the USF during the twelve-month period
ended June 30, 2007. Detailed information relative to the findings is described in the Findings,
Recommendations and Beneficiary Response section above,

KPMG evaluated the USF disbursements made based on earlier filings of USF Forms, as compared to

those which would have been made based on the revised filings or other correspondence. The combined
estimated monetary impact® of these findings as follows:

Disbursement Monetary Impact

Mechanism Overpayment
HCL $200,332
LSS $40,626
ICLS $158,157

Total Impact $399,115

* The combined estimated monetary impacts of the findings may not equal the sum of individual findings to the
extent that individual findings indirectly impact other findings. For example, certain findings may impact the
categorization of certain asset types and/or modify apportionment factors that apply to other individual findings
when considered in combination. The individual impact amounts discussed above consider only the direct impact of
the noted finding.
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